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denied.
4. Conclusion ’
We agree with Staff and RUCO that the requested adjustment mechanisms should be denied.
In the Company’s two prior rate applications, we considered virtually the same arguments as were
presented in this case, and declined to allow AWC’s proposed adjustment mechanisms. We see no
valid reason to depart from the rationale set forth in those decisions, for the reasons clearly delineated

in Staff’s testimony. As was stated in Decision No. 68302, at pages 45-46:

There is a danger of piecemeal regulation inherent in adjustment
mechanisms. Because they allow automatic increases in rates without a
simultaneous review of the utility’s unrelated costs, = adjustment
mechanisms have a built-in potential of allowing a utility to increase rates
based on certain isolated costs when its other costs are declining, or when
overall revenues are increasing faster than costs due to customer growth.
Adjustment mechanisms should therefore be used only in extraordinary
circumstances to mitigate the effect of uncontrollable price volatility or
uncertainty in the marketplace.

Notwithstanding Mr. Garfield’s claims to the contrary, we do not believe that the expenses for
which AWC seeks adjustment mechanisms are of sufficient magnitude to warrant extraordinary
ratemaking treatment. Nor is there such extreme volatility for AWC’s purchased power, water, or
fuel costs to justify approval of adjustors for what are essentially normal business expenses for a.
water utility. We are no more persuaded by the Company’s AAM proposél, which apparently would
allow automatic rate increases whenéﬁfer certaiﬁ price and inflation factors change. Even if the record
contained adéquate details to allow implementation, we would not be Vinclined to approve a
mechanism that would appear to be inconsistent with our constitutional obligation to set jﬁst and

reasonable rates, based on consideration of the interests of both the Company and its customers.

‘Considering all of the evidence presented on this issue, we will not adopt the propose adjustment

mechanisms.
5. Northern Group Conservation Adjustment
AWC also proposes a “conservation adjustment” to _tesf year revenues for its Northern Group
1o recognize‘thé downward impact on revenues that the Company claims will be experienced by the

imposition of tiered rates for the systems in that Group. Currently, the Northern is the only one of
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AWC’s three Groups that does not have inverted tier rates. The Company’s proposed adjustment
would increase revenues for the Northern Group systems by a combined amount of $308,701. (Ex. A-
19, Sched. C-2.)

In support of its proposal, AWC witness Reiker presented a multiple regression analysis of
water consumption by residential customers in the Casa Grande System which shows residential
consumption would decline by 8.7 percent, after controlling for the effects of temperature and
precipitation. (Ex. A-18, at 18-19.) The Company asserts that the results are not surprising given that
the intent of imposing inverted tier rates is to encourage conservation. The Company criticizes Staff
for opposing AWC’s proposal, claiming that Staff’s opposition is not supported by evidence and that
Staff fails to recognize the revenue losses that are likely to be experienced by the Company as the
result of inverted tier rates.

Staff argues that there is no dispute that the intent of inverted tier rates is to promote efficient
water use. However, Staff points out that AWC’s other Groups have had inverted tier rates for years,
yet the Company has not proposed a similar adjustment prior to this case. Staff also contends that
most other private water companies have similar tiered rate structures. Mr. Igwe claimed that Staff is
not aware of any other cases in which the Commission has granted a “conservation adjustment”
where inverted tier rates have been approved. Staff asserts that the Company’s proposal is
speculative and should be denied. (Ex. S-24, at 21-22.)

Although AWC seeks to deny that its proposed adjustment is similar to a decoupling

mechanism (AWC Reply Brief, at 58), its own witness conceded that it is “a form of decoupling.”

(Tr. 565-67.) In effect, the Company is asking the Commission to accept an analysis conducted on

one of its systems and extrapolate an amount of revenue, to the dollar, based on an assumption of
future customer behavior. Aside from the imprecision inherent in such a calculation, we do ﬁot
believe that it is appropriate at this time to entertain the type of proposal advanced by AWC in this
proceeding. In prior gas company cases, we have declined to accept decoupling proposals.”> We

have, however, opened generic dockets to consider gas and electric decoupling mechanisms,'? and we

' Southwest Gas Corp;, Decision No. 70665 (December 24, 2008), at 34-42; Southwést Gas Corp., Decision No. 68487
gF’ebmary 23, 2006), at 31-34.
® See, Docket Nos. E-000007-08-0314 and G-00000C-08-0314.
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reserve judgment as to whether decoupling methodologies would be appropriate with respect to
conservation-related declining water company revenues. We therefore decline to adopt AWC’s
proposed adjustment in this case.

While we decline to adopt AWC’s proposal in this case, we believe it is appropriate for the
Commission to consider what measures may be needed to incentivize conservation at regulated water
utilities. The Commission has-opened a generic docket and conducted workshops to consider this
issue for electrical and natural gas utilities and. believes similar efforts are appropriate for water
utilities. The Commission shall open a generic docket to further examine the issues raised in this
proceeding by AWC’s conservation adjustment proposal and more broadly examine disincentives to
promotion of conservation at Arizona’s water utillifies‘ and methods to mitigafe the‘ée disiﬁcentives.

B. Engineering Issues

As part of its investigation of rate applications, the Commission’s Engineering Staff prepares
an Engineering Report that addresses a description and analysis of each water system; water usage on
each system; system growth; compliance with ADEQ and ADWR requirements; depreciation rates;
and recommendations to the Commission. (Ex. S-13, at 2.) In this case, Staff witnesses Katrin
Stukov and Brian Bozzo conducted Staff’s investigation and analysis of AWC’s systems, and Ms,

Stukov prepared the Engineering Report. Staff reached the following conclusions:

1. ADEQ or, where applicable, the Maricopa County Environmental Services
Department (“MCESD”), reported that AWC’s community water systems
have no deficiencies and are delivering water that meets water quality
standards pursuant to the requirements of A.A.C. Title 18, Chapter 4;

[

8 of the Company’s community water systems have water loss rates above
Staff’s recommended threshold of 10 percent: Pinetop Lakes (15.4 percent);
Pinewood (26 percent); Rimrock (11 percent); Superior (18.4 percent);
Winkelman (12 percent); San Manuel (10.7 percent); Bisbee (16 percent); and
Tierra Grande (12.6 percent);

3.  All of AWC’s water systems have adequate storage capacities to serve their
respective customers, as well as a reasonable level of growth;

4, With the exception of Valley Vista, AWC's other water systems have
adequate production capacity to serve existing customers and a reasonable
level of growth;

5. With the exception of the Superior and Oracle systems, AWC’s systems are in

~ compliance with ADWR requirements governing community water systems.

ADWR has determined that management plans filed by AWC for Superior

and Oracle are not in compliance with potential lost and unaccounted for
water;

71845
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6. The Forest Towne system is not a community water system subject to ADEQ
and ADWR monitoring requirements; and :

7. AWC has approved curtailment plan and backflow prevention tariffs.

Based on its analysis and the conclusions reached in the Engineering Report, Staff made the

following recommendations regarding engineering issues that remain in dispute:

1. For the 8 community water systems that have water loss rates above 10
percent, AWC should be required to evaluate the systems and prepare a report
for corrective measures demonstrating how it plans to reduce water losses to
less than 10 percent, and the water losses should be reduced to less than 10
percent by no later than December 31, 2010. However, if AWC finds that
reducing water loss for a given system to less than 10 percent is not cost-
effective, the Company should submit a detailed cost analysis and explanation
demonstrating why reductions to less than 10 percent are not cost effective. In
no case, should system water loss be allowed to remain above 15 percent.
AWC should be required to file the corrective measures or cost effectiveness
report with Docket Control, as a compliance item in this docket, by June 30,
2011; and

2. AWC should be required to file by December 31, 2010, with Docket Control,
as a compliance item in this docket, documentation from ADWR showing that
the Superior and Oracle management plans are compliant with ADWR
requirements.

(Ex. S-13, Eng. Report Summary) The disputed issues related to the Engineering Report |
recommendations are discussed below. -
1. Non-Account Water
a. Staff

Staff contends that 10 percent is the industry standard with respect to acceptable water losses
on a system. Staff argues that despite AWC’s claim of employing an aggressive, state-of-the-art leak
detection program, 8 of its 22 community water systems rémain above 10 percent, with 4 of the
systems above 15 percent. Staff also asserts that the Company should have submitted an evalﬁation
with its rate application to explain how it intends to bring all of its systems under a 10 percent loss
ratio, or describe why it would not be feasible to do so.

Staff disputes AWC’s contention that compliance with Staff’s recommendation would cost
approximately $35 million. Staff claims that the Company’s compliance estimate is based on faulty
assumptions about the percentage of infrastructure that would need to be replaced in the non-
compliant systems. Staff contends that AWC did not provide a detailed analysis of the costs of

infrastructure replacement or a comprehensive water loss assessment to support its position.b Staff
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believes that preparation of plans to achieve incremental compliance with the sub-10 percent standard
is called for, rather than making an assumption that most or all of a system’s infrastructure would
need 1o be replaced to meet Staff’s recommendation. Ms. Stukov stated that AWC has not provided
sufficient information in this proceeding to alter Staff’s recommendation. She offered suggestions
regarding the types of considerations that should be evaluated regarding water loss mitigation,
including: categorization of types of losses (e.g., leaks vs. unauthorized consumption); volume lost in
each category; where losses are occurring; why losses are occurriné; proactive water loss reduction
plans; unit production costs of lost water and additional capacity costs; and short and long-term
detailed cost analyses of implementing water loss reduction plans, including benefits of water saved.
(Ex. S-14, at 4-5.)

Staff disagrees with AWC’s assertion that filing the recommended water loss reports are
unreasonable or arbitrary, and would require extensive time that would detract from the Company’s
efforts to reduce losses. (Ex. A-10, at 6.) Staff suggests that compilation and submission of a
comprehensive report should not be onerous for AWC because: the Company already tracks water
losses and creates monthly loss reports; the Company’s operators monitor leaks and breaks on a daily
basis under its leak monitoring program; and AWC is well aware of system repairs, and tracks such
repairs.

According to Staff, AWC also insists that a distribution system improvement charge (“DSIC”)
mechanism'* should be implemented if the Company is ordered to comply with Staff’s water loss
remediation recommendations. Staff indicates that although a DSIC mechanism may be appropriate
to consider as a means of addressing the costs for mitigating water losses, the Company did not offer
a specific plan in this case that would enable Staff to alter its current recommendation.

b. AWC |

Ih response to Staff’s water loss recommendations, AWC argues that Staff failed to take into

accdunt the costs associated with compliance. The Company claims that Staff improperly atterapts to

shift the burden to explain why some systems have non-account water above 10 percent; what the

" As described by Company witness Harris, a DSIC is a charge on monthly customer bills that provides capital for
infrastructure replacement needs. Mr. Harris indicated that eight states, all in the northeast and midwest areas of the
United States, currently have DSICs in place to fund replacement of aging infrastructure. (Ex. A-10, at 5-6.)
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Company has done to address the issue; why the 10 percent loss rate has not been achieved for all
systems; -and what actions will be taken to meet Staff’s 10 percent standard. AWC asserts that Staff
did not meet its burden of proof “to demonstrate that its conclusions are based on competent and
substantial evidence, and to show that its recommendations, if adopted, would further the public
interest.” (AWC Reply Brief, at 63.) According to AWC, the record demonstrates that: it has not
ignored the non-account water issue and the Company has explained that it has a comprehensive
water loss management program; prior loss reduction efforts have been successful; the Company
agreed to share its information with Staff; non-account water in a few systems cannot be reduced
further without costly capital improvements, and why improvements are not justifiable or prudent;
and cost recovery must be addressed before major system improvements could be undertaken,

The Company disagrees with Staff that 10 percent is the “industry standard” for water josses.
AWC witnesses Harris and Schneider conceded that in prior cases, Staff has advocated, and the
Commission has adopted, a 10 percent threshold for imposing remedial actions by water utilities. (Tr.
278-79; 348.) Mr. Schneider testified that the “AWWA uses more of a system efficiency [standard]”
in water loss evaluations. (/d. at 348.) The Company argues therefore that 10 percent is not the
industry standard, “nor should it be the Commission’s standard.” (AWC Reply Brief, at 66.) AWC
suggests that the non-account water of a specific system should be evaluated based on the system’s
age, location, topography, plant configuration, system pressure, and local weather, among other

factors. (Ex. A-10, at 12-15.)

AWC also points to the success it has achieved in reducing nen-account water since the test .

year. According to Mr. Schneider’s testimony, non-account water was reduced in Pinewood from 26

 percent during the test year to 22.6 percent as of May 2009; losses on the Superior system were

reduced from 18.6 percent to 10.7 percent as of May 2009; and San Manuel losses were reduced from
10.7 to 10.2 percent. (/d. at 15-20.) The Company claims that its efforts have been successful despite

difficult system Conﬁgurations, soil conditions and presence of aging infrastructure in certain

systems. AWC argues that all factors must be considered in considering the reasons for individual |

system losses, and Staff’s “one size fits all” approach is unreasonable. According to the Company,

despite its substantial and ongoing efforts to reduce system losses, some systems present specific
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challenges that make reductions to Staff’s recommended levels very difficult, cost prohibitive, or
both.

With respect to the costs that would be incurred to comply with Staff’s recommendations,
AWC asserts that aging infrastructure of some systems (e.g., Bisbee), adverse soil conditions, and
unusually thick roads, make water main replacement the only viable option for additional leak
reduction efforts. The Company states that a massive main replacement effort would be extremely
costly, and in addition to an inability by AWC to obtain debt funding, there would likely be
substantial opposition by customvers to such costly projects. In the event the Commission agrees that
water losses should be reduced to the levels contained in Staff’s recommendations, the Company
claims that the Commission should provide a funding mechanism, such as a DSIC, to allow the
undertaking of the necessary infrastructure repairs.

Finally, AWC suggests that there is ho evidence that all of the reporting requirements
contained in Staff’s recommendation would have any beneficial impact on the Company’s non-
account water. The Company argues that, aside from the resource constraints faced by AWC, as well
as Staff and the Commission, the evidence in the record of this case shows that further loss reductions
on certain systems would be cost prohibitive and would not be prudent. AWC asserts that it intends
to continue to monitor water losses aggressively for all of its systems, and it has offered to share the
data it collects with Staff. However, the Company opposes being required to “produce a bunch of
information in a format differcnt than that already provided by the Company in its administration of a
comprehenéive non-account water management program that is already wdrking to the greatest extent
possible.” (AWC Reply Brief, at 71.)

c. Conclusion

We agree with Staff that the non-account water standards adopted in a number of prior cases -
is an appropriate measurement of water losses that may be deemed acceptable or unacceptable.
Although AWC claims not to accept Staff’s guidelines as the industry standard, the Company’s
witﬁess offered only a vague reference to the AWWA considering such matters on a case-by-case
basis. We believe the standard proposed by Staff, that AWC would be required reduce its water loss

rates for each of its systems to no more than 10 percent, or submit a detailed cost analysis and
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explanation demonstrating why a reduction to less than 10 percent is not cost-effective, is reasonable
and reflects an ability and intent to allow for the type of individual evaluation suggested by the
Company, considering the facts and circumstances faced by systems that are unable to meet the 10
percent standard.

The other part of the equation is whether 15 percent is an absotute upper limit on water loss
ratios under any and all circumstances. Although we have agreed with Staff in the past on that issue,
and continue to believe 15 percent system losses are excessive, there may be some rare and unusual

circumstances where reduction efforts could be cost-prohibitive. However, an argument in support of

‘maintaining ongoing system losses above 15 percent would be subject to substantial scrutiny, and the

proponent of such a position would bear an extremely high burden to show why losses could not be
reduced below that level. In this case, AWC claims that, for certain of its systems, achieving water
loss rates below 15 percent would be cost prohibitive. Without a detailed analysis of the costs and
benefits, we are unable to determine if the Company’s assertions are accurate. However, AWC will
have the opportunity to persuade Staff and the Commission throxigh the submission of documentation
in support of its argument.

One of the Company’s. arguments is that the reporting requirements recommended by Staff

are excessive and burdensome, and that Staff should simply accept the data retained by the Company

in its current form. It is not clear from the record whether Staff has, to this point, reviewed the

records kept by the Company regarding water loss, and whether that data is in a form acceptable to

Staff. However, if AWC has already undertaken the tvpe of analysis it claims was adequate to
determine the cost prohibitive nature of compliance, including a detailed cost estimate of reducing
losses to within Staff’s recommended guidelines, providing adequate documentation should not be
overly burdensome. In any event, we agree with Staff that detailed supporting documentation is
necessary to evaluate the costs and benefits for each of the systems to achieve water loss ratios
consistent with the standards we adopt in this Decision.

With respect to AWC’s suggestion that the Commission must grant an adjustment mechanism
for infrastructure improvements, we do not believe the record supports the adoption of such a

mechanism at this time. The idea of a DSIC-type surcharge was raised during the course of the
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proceeding, but no specifics of how such a mechanism would work were presented by the Company
and we have no basis in the record upon which to structure a DSIC surcharge. Moreover, it is not
clear that a DSIC would be appropriate for AWC which, on a system-wide basis, has infrastructure
that is substantially newer than the companies for which DSICs have been approved by regulatory
commissions in northeast and midwest states. While an infrastructure funding mechanism may be
reasonable for certain of AWC’s aging systems, or for systems that face other unique challenges, we
make no finding, at this time, on those issues.

The record reflects that AWC has made progress in the monitoring of leaks and reduction of
non-account water for vaﬁous troubled systems, and the Company is commended for those efforts.
However, given that water is such a valuable commodity in Arizona, particularly in some of the areas
in which AWC operates, we believe Staff’s recommendations represent a reasonable and measured
balancing of the competing goals of ensuring that scarce resources are protected with the need to
keep utility rates as low as possible. Therefore, with a slight modification, we will adopt Staff’s
recommendation.

While we decline to adopt a2 DSIC mechanism in this case, we believe it is appropriate for the

Compahy to further develop this issue for future Commission consideration. The Company should

conservation based repairs to infrastructu;e. The study should further detail costs, rate impacts and
consider how to balance costs and benefits for customers.

| In accordance with Staff’s recommendation, as modified, AWC. should reduce the non-
account water for each of its systems to less than 10 perdent by July 1, 2011. For thdée systems that
'have not achieved a water loss rate of less than 10 percent by July 1, 2011, AWC should be required
to evaluate the systems and prepare a report demonstrat'mg. how the Company plans to reduce water
losses to less than 10 percent. If the Company contends that reducing water losses o less than 10
percent is not cost effective, it should submit a detailed cost analysis and explanation demonstrating
why the water loss reduction to less than 10 percent is not cost effective. Absent extraordinary
circumstan.ces,y and with compelling supporting documentation, no system shbuld be permitted to

maintain non-account water above 15 percent. The water loss report should be filed with Docket
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Control, as a compliance item, by no later than December 31, 2011.
2. ADWR Compliance

As discussed above, at the time of the hearing, and through briefing, AWC’s Superior and
Oracle systems were not in compliance with ADWR lost and unaccounted for water requirements.
Staff recommends that the Company be required to meet ADWR requirements for those systems.
According to the Company’s witness, AWC was required to submit additional best management
practices (“BMPs”) in order “to demonstrate to DWR that we are making progress in reducing the |
water loss in those systems.” (Tr. 426-27.) Mr. Schneider stated that the required information was
submitted to ADWR and the Company was waiting for a suBsequent report regarding its compliance,
He testified that the non-compliant status did not present any health or safety issues for customers.
(Id) The ADWR reports attached to his testimony indicate that ADWR “anticipates a complete and
satisfactory resolution regarding this matter in the near future.” (Ex. A-10, FKS-RB-1 and FKS-RB-2.)

In accordance with Staff’s recommendation, AWC should file by December 31, 2010, with
Docket Control, as a compliance item in this docket, documentation from ADWR indicating that the
Company’s Superior and Oracle management plans are iﬁ compliance with ADWR requirements.

C. Best Management Practices

During the course of the hearing, through questions posed to Mr. Garfield, Chairman Mayes
raised the issue of imposing additional BMPs requirements on the Company, and whether a surcharge
or other funding mechanism would be appropriate. (Tr. 828-38.) Mr. Olea testified that although
Staff was not recommending imposition of additional BMPs above the ADWR requirements, Staff
would not oppose requiring additional BMPs or some type of funding mechanism, if the chosen
BMPs were appropriate for the system on which they were implemented. (Tr. 1060-63.)

In its brief, AWC explained that BMPs refer to conservation measures that must be adopted
by large municipal water providers, pursuant to a 2007 amendment to A.R.S. §45-566.01. (AWC
Initial Brief, at 104-105.) According to the Company, under the amended statute, mﬁnicipal
providers, ;13 well as AWC, are required to implement an education program, a metering program,
and one or more additional BMPs selected from an ADWR list. The Company claims that six of its

systems are subject to the requirements: Casa Grande, Apache Junction, Coolidge, White Tank,
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COMPANY: CHAPARRAL CITY WATER COMPANY

DOCKET NO: W-02113A-13-0118
Response provided by: Sheryl L. Hubbard
Title: Manager, Rates & Regulation

Address: 2355 W. Pinnacle Peak Road, Suite 300

Phoenix, AZ 85027

Company Response Number: STF 4.2

Q:

Declining Usage Adjustment - Please provide the bill determinants by rate class,
by month for the period beginning immediately after the end of the test year
through July 31, 2013. Please summarize the activity akin to the information
provided on company schedules H-1 and H-2 as provided in the rate application
i.e., revenues, number of bills, average usages, etc.

Pursuant to a follow-up conversation with Ms. Rimback, the actual customer
statistics (revenue, consumption, customers by rate class) are attached and
labeled “STF 4.2 Declining Use.xisx”.

Also attached are billing data for the period January thru July, 2013 which could be
used to prepare schedules H-1 and H-2 if desired. The Company has not
prepared these schedules for the period after the end of the test year through July
31, 2013 and this would be a very time-intensive process. The billing data is
labeled as follows:

STF 4.2 Declining Use (Jan_July_Part1).xlsx
STF 4.2 Declining Use (Jan_July_Part2).xlsx
STF 4.2 Declining Use (Jan_July_Part3).xlsx
STF 4.2 Declining Use (Jan_July_Part4).xlsx



Chaparral City Water District
Declining Usage Trend

-——— Chaparral All Classes Usage per Customer, 12 Month Trailing Avg.

w5 (15% Trended Annual Decline




Chaparral City Water Company

Customer Count

[ 2013 - Actual ___ T Jen |  Feb I Mar T Ar | May [ Jun I Jul | Aug |  Sep | ot | Nov Dec AVG
01-Residential 12,648 12,704 12,681 12,722 12,694 12,686 12,675 ‘ 12,687
02-Commercial 429 415 405 407 407 408 411 412
” 04-Irrigation 10 18 18 17 20 20 21 18
m 06-Hydrants 491 488 490 488 489 488 489 . 489
Non Revenue (CCWC Accts) 6 2 - 10 9 9 9 6
Total : 13,584 13,627 13594 - 13,644 13,619 13,611 13,605 2 e - St S
2012 - Actual _ Jan _ Feb _ Mar _ Apr F May _ Jun Jul _ Aug _ Sep _ Oct _ Nov _\ Dec L AVG
01-Residential 12,613 12,645 12,643 12,637 12630 12621 12,595 12608 12639 12647 12,653 12,624 12,630
02-Commercial 448 425 425 426 426 425 423 427 431 431 432 431 429
04-Irrigation 495 495 494 494 498 493 493 490 494 490 489 489 493
06-Hydrants 23 25 21 22 20 19 19 17 18 20 19 17 20
Non Revenue (CCWC Accts) 9 9 9 S 5 4 6 6 6 6 6 6 7
Total o 13588 13599 " 713,692 . 13,588 113,588 113,562 13,536 13,548 13,588 13,504 13,609 13,567 ¢
_ 2011 - Actual T Jan | Feb | Mar | Apr | May [ Jun [ i | Aug | Sep [ Oct [ Mo [ Dec |
01-Residential ._M_m: 12,520 12,529 12,543 AM_mwm 12,538 12,541 12,541 ._N‘mm.._ 12,571 12,580 12,596 12,546
02-Commercial " 400 404 403 402 402 400 401 401 404 404 406 436 405
03-Industrial 3 3 3 3 3 3 3 3 3
04-lrrigation 501 501 502 502 502 494 492 492 492 500 499 499 498
06-Hydrants i1 9 8 8 9 12 i1 10 11 13 25 23 13
07-Bypass Meters 44 44 44 44 44 39 2 2 2 29
Total : 13,470 13,481 13,489 13,502 13,486 - : 13,486 13,450 13449 13,470 - 13,488 13,510 13,554
_ 2010 - Actual [ Jan | Feb Mar | Apr [ May [ dun Jul Aug | Sep [ ot | Nov [ Dec 1
01-Residential 12,436 12,458 12,477 12,468 12,483 12,481 12,488 12,489 12,487 12489 12492 12,503 12,479
02-Commercial 404 403 © 403 400 404 405 402 403 404 404 404 403 403
03-Industrial 3 3 3 3 3 3 3 3 3 3 3 3 3
04-{rrigation 496 497 497 497 499 501 501 501 501 501 501 501 499
06-Hydrants 9 9 1" 1 " # 10 9 8 8 8 10 10
44 44 44 44 .44 a4 a4 44 44 a4 44 44 44

07-Bypass Meters
Total ’ 13,392 13,414 ¢ 13435 113423 - 13444 " 13445 - 13448 13449 13447 13,449 713,452 13,464




EPCOR Water Arizona Inc.

(- Including Chaparral City)

2013 - 2017 Planning Cycle
Residential Declining Usage Summary

Trended Annual
Residential Usage
Decline 2007-2011

Water
District

All Meters

112,085

* Agua Fria trended annual decline % a weighted avg of Anthem's decline based on AF's proportion of 5/8" and 1" res customers
** Chaparral City analysis used all customer classes and all meter sizes .
*** Weighted Average excludes Chaparral City



Res Sales (1,000 Gallons)
Chaparral

Res Customers
Chaparral

Usage per Cust (Gallons)
Chaparral

Change in Usage per Cust
Chaparral

% Change in Usage per Cust

Chaparral

2010
January February March April May June July August September October  November December

100,333 80,129 77,896 118171 105931 118,264 148,014 139,504 137,543 126,020 112,679 102,839

1,367,325

12,436 12,458 12,477 12,468 12,483 12,481 12,488 12,489 12,487 12,489 12,492 12,503
8,068 6,432 6,243 9,478 8,486 9,476 11,8563 11,170 11,015 10,001 9,020 8,225
109,556

12 Month Maving Average in Usage per Cust

Chaparral




2011
January

93,979

12,511

7,612

(556)

-6.9%

9,130

February March
92,269 85,966
12,520 12,529
7,370 6,861

938 618
14.6% 9.9%
9,083 9,161

April

108,467

12,543

8,648

(830)

-8.8%

9,213

May

107,031

12,526

8,645

59

0.7%

9,144

June

119,708

12,538

9,548

72

0.8%

9,149

July

138,715

12,541

11,061

(792)

-6.7%

9,155

August

129,883

12,541

10,357

(813)

-7.3%

9,089

September October
138,454 125,281
12,561 12,571
11,023 9,966
8 (125)
0.1% -1.2%
9,021 9,022

November December
129,922 73,554
1,343,229
12,580 12,596
10,328 5,839
107,056
1,308 (2,386)
14.5% -29.0%
9,011 9,120

2012
January

96,025

12,613

7,613

:2.3%

101

1.4%

8,921

February

90,225

12,645

7,135

(234)

-3.2%

8,930



March

93,383

12,643

7,386

525

7.6%

8,910

April

103,272

12,637

8,172

(475)

-56.5%

8,954

May

108,763

12,639

8,605

61

0.7%

8,914

June

135,063

12,621

10,701

1,154

12.1%

8,919

July

144,720

12,695

11,490

429

3.9%

9,016

August

125,573

12,608

9,960

(397)

-3.8%

9,051

141,647

12,639

11,207

185

1.7%

9,018

110,938

12,647

8,772

(1,194)

-12.0%

9,034

September October  November December

131,165
1,384,537
12,653 12,624
10,366 8.220
100,628
39 2,380
0.4% 40.8%
8,934 8.937

103,763

. 2013

,,_w:c,m,_..%_ | _wmvEmQ, March >n:_
- mm@u . %.i» | | mm&m i ”.Sw,_owm
B%m , ,,,S&o.» ,ﬁ.mm; 12,722
;3 - 33 m.wi 8,024
Qe _ 244 o) (4
omﬁ 34% | ,,,.m.§, 1.8%
9136 o, 20 9150 9096

+.2013 Actual




data input

May ~June
116,380 131,501
12,694 12,686
|
|
W
| 9,168 10,366
563 (336)
65%  -31%
0084 9,131

July

"
B@E
10,429
(1,061)

-9.2%

Original calculatio

9,103 Chaparral



n of declining %

Annual Average Decline
(0.01053)




Chaparral City Water Company

Consumption (gallons in 000's)

2013 - Actual _ Jan - Feb F Mar Apr _ May _ Jun _ Jul _ Aug _ Sep _ Oct _ Nov _ Dec _ YTD Total _ Q1 _ Q2 Q3 — Q4
5200 - Metered - Residential 95,409 93,744 85,486 102,078 116,380 131,501 132,186 756,784 274,639 349,959 132,186 0
5210 - Metered - Commercial 9,438 9,677 8,870 11,127 11,996 13,206 13,202 77516 27,985 36,329 13,202 0
5220 - Metered - Industrial 0 0 4] 0 0 0 0 a 0 0 0 0
5240 - Metered - Irigation 10,824 8,056 8,451 10,806 15,991 20,353 23,414 97,895 27,331 47,150 23,414 0
Other Metered (5250,5260,5400) 151 257 279 475 412 470 269 2,313 687 1,357 269 0
Non - Revenue 63 6 0 291 14 71 79 524 69 376 79 0
Total 115,885~ 111,740 - 103086 124,777 144793 = 165601 169,150 0 [} 0 0 0 935,032 330,711 435,171 169,150 B
— 2012 - Actual _ Jan _ Feb L Mar Apr _ May _ Jun _ Jul Aug _ Sep _ Oct _ Nov _ Dec _ YTD Total _ _ at _ Q2 Q3 _ Q4 _
5200 - Metered - Residential 96,025 90,225 93,383 103,272 108,763 135063 144720 135573 141647 110938 131,165 103763 1 384,537 279,633 347,098 411,940 345,866
5210 - Metered - Commercial 8,927 8,281 8,375 10,441 11,593 12,669 12,575 13,397 15,529 10,773 13,258 10,591 137,409 26,583 34,703 41,501 34,622
5220 - Metered - Industrial 0 0 0 0 0 0 0 0 0 0 0 0 [} 4 [d 4
5240 - Metered - frrigation 10,054 8,490 11,628 14,308 17,226 24,265 29,815 22,618 25,508 41,402 33,749 18,829 258,890 31,172 55,797 77,941 93,980
Other Metered (5250,5260,5400) 395 357 85 426 325 134 408 95 515 207 367 106 3,420 837 885 1,018 680
Non - Revenue 39 24 47 7 117 0 39 4] 78
Total 115401 108,353 114470 - 128445 . 137,046 - 172131 . 187518 . 161,663 183,199 ' 183344 178586 . 133286 1784373 338,225 438,522 532,400 . 475,226
2012 - Budget ~310,000 108,000 175,000 - 120,000 - 140,000 160,000 180,000 - 170,000 175,000 '~ -165,000: - 165000 127,000 1,735,000 '333,000 525,000 457,000
variance 5,401 353 (529) 8,445 " (2,054) 12,131 7,518 8317 8,199 (1,656) 13,586 6,296 49,373 5,225 7,400 18,226
m YTD 1,784,373 3.6% Increase year over year 25% 46% 03% 8.2%
_‘ 2011 - Actual _ Jan _ Feb _ Mar _ Apr _ May _ Jun _ Ju _ Aug — Sep _ Oct _ Nov — Dec — ﬁuqoﬁ_; _ Qi — Q2 _ Q3 — Q4 l_
5200 - Metered - Residential 93,979 92,269 85966 108,467 107,031 119,708 138,715 129,883 138454 125,281 129,922 73554 1,343,229 272,214 335,206 407,052 328,757
5210 - Metered - Commercial 9,127 8,825 8,770 9,986 10,650 11,735 13,423 15,735 12,180 9,964 8,605 8,358 127,358 26,722 32,371 41,338 26,927
5220 - Metered - Industrial 1 5 6 7 9 6 8 1 53 12 22 19 0
5240 - Metered - Irrigation 10,356 10,480 9,637 14,002 15,149 21,359 27,406 29,232 27,126 31,362 44,039 7,064 247,302 30,473 50,600 83,764 82,465
Other Metered (5250,5260,5400) 235 298 13 360 494 239 692 444 850 148 597 492 4862 546 1,003 1,986 1,237
Total 113608 | . 111877 104302 | 132812 133333 163,047 180,244 175305 | 178,610 "166,755 - -183,163 89,468 1,722,803 - 329967 419,202 534,159 439,386
M YTD 1,722,803 -0.7% Decrease year over year M 74% -1.9% -1.8% -3.8%
[ 2010 - Prior Year [ dan Feb | Mar | A | Msy | Jun | Ju | Ag | Sep I ozt [ Nov [ Dec [YoTom || o [ oz | @ [ a |
5200 - Metered - Residential 100,333 80,129 77,896 118,171 105,931 118,264 148,014 139,504 137,543 126020 112,679 102,839 1,367,325 258,358 342,367 425,061 341,538
5210 - Metered - Commercial 9,429 8,089 7,790 9,906 11,130 11,300 12,655 12,033 13,292 11,340 11,059 9,599 127,630 25,308 32,345 37,980 31,998
5220 - Metered - Industrial 37 31 5 1 10 12 ] 2 4 3 1 10 13 73 33 12 14
5240 - Metered - Irrigation 10,419 6,130 6,308 11,200 16,887 22,192 27,487 27,387 25,346 25,661 39,218 17,749 235,994 22,857 50,279 80,229 82,629
Other Metered (5250,5260,5400) 139 347 22 696 1,026 816 530 60 192 180 165 339 4506 508 2,532 782 684
Total 120,357 94,726 92,020 139,979 134,983 152503~ 188,702 .~ 178,085 ... 176,377 163,204 163,122 - 130,536 . 1,735)586 307,104 427,555 544,064 456,862
¥TD 1,735,588
n Commercial
} 160,000 - . — ﬁ P —
{140,000 16,000 1 - w
190 Ann ! 14,000 40,000 - a v.mg !
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2005 Arizona Revised Statutes - Revised Statutes §40-
222 Depreciation accounting

The commission may, after hearing, require public service corporations to carry a
proper and adequate depreciation account in accordance with regulations and forms of
account it prescribes. It may ascertain and fix the proper and adequate rates of
depreciation of the several classes of property for each, and each corporation shall
conform its depreciation accounts to the rates so ascertained and fixed, and shall set
aside the money so provided for out of earnings and carry such money in a depreciation
fund and expend the fund, and the income therefrom, only for the purposes and under
rules and regulations, both as to original expenditure and subsequent replacement, as
the commission prescribes.

Disclaimer: These codes may not be the most recent version. Arizona may have more
current or accurate information. We make no warranties or guarantees about the

: accuracy, completeness, or adequacy of the information contained on this site or the
information linked to on the state site. Please check official sources.
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COMPANY: CHAPARRAL CITY WATER COMPANY

DOCKET NO: W-02113A-13-0118
Response provided by: Pauline Ahern
Title: Consultant for EPCOR Water

Address: 2355 W. Pinnacle Peak Road, Suite 300

Company Response Number: RUCO 6.04

Phoenix, AZ 85027

Q:

Please indicate whether debt of Chaparral City Water Co, its affiliates and its
parent(s) are rated by the major rating agencies. If so, please provide the ratings
for each year 2000 to the present.

The present owner of Chaparral City Water Company, EPCOR Water, has only
had ownership of CCWC since June 1, 2011 and will be unable to provide the
ratings from major rating agencies prior to its ownership. The ratings for EPCOR
Utilities, Inc., parent to EPCOR Water USA are attached and labeled as follows:

RUCO 6.04 S&P EPCOR Utilities — 12-20-12.pdf

RUCO 6.04 S&P Research Update — EPCOR Utilities — 7-25-13.pdf
RUCO 6.04 S&P Summary EPCOR Utilities — 7-25-13.pdf

RUCO 6.04 S&P Summary EPCOR Utilities — 12-20-12




COMPANY: CHAPARRAL CITY WATER COMPANY

DOCKET NO: W-02113A-13-0118
Response provided by: Pauline Ahern
Title: Consultant for EPCOR Water

Address: 2355 W. Pinnacle Peak Road, Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 6.06

Q:

Please provide a list of all cost of capital testimonies filed by Ms. Ahern for the
period 2000 to the present and provide the following information for each
testimony:

a. Name of utility

b. Date of testimony

c. Jurisdiction

d. Docket number

e. Cost of equity recommended
f. Cost of equity authorized

Please see attachment labeled “RUCO 6.06 Listing of PAhern’s COC Testimonies
2000-Oct 2013.pdf".



Attachment RUCO 6.06
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Attachment RUCO 6.06
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1 Adjustment to Reflect Company-Specific Risk

2 Financial Risk

4 Q.

10
11
12

13

14 Q.

15

16 A

17
18
19
20
21

22

23
24
25

Does your correction to Mr. Parcell's common equity cost rate analysis
adequately reflect the greater financial risk of the Company relative to the
water group?

No. Financial risk is the additional risk created by the introduction of senior
capital, i.e., debt and preferred stock, into the capital structure. The higher the
proportion of senior capital in the capital structure, the higher the financial risk
which must be factored into the common equity cost rate, consistent with the
previously mentioned basic financial principle of risk and return, i.e., investors
demand a higher common equity return as compensation for bearing higher
investment risk. |

Please describe the financial risk inherent in the Company’s requested
capital structure relative to the financlal risk of the water group.

The Company experiences greater financial risk than the water group because
its requested capital structure contains a greater proportion of long-term debt
than does the water group. The Company's requested long-term debt ratio is
58.73% as shown on page 1 of Schedule 4 of the Company’'s permanent rate
filing. In contrast, as shown on Attachment PMA-10, the water group
experiences a long-term debt ratio of 50.69% on average at December 31,

2011.

Thus, the Company has greater financial risk than the companies in the
water group. The market data of the water group reflects investors’ perception

of the financial and business risks of the companies in the group and not those

41
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of the Company. Rate of return analysts such as Mr. Parcell rely upon the
market data of group(s) of companies as similar in risk as possible to the utility
for whom rates are being set. In this instance, Mr. Parcell relied upon a group
of publicly-traded water companies for whom the market data necessary for a
cost of common equity-analysis could be undertaken was available. However,
any group of comparable companies may be relatively similar to, but not
identical in risk, to the Company for whom rates are being set. Since the market
data of the water group reflects the risks of the wafer group and not the
Company, the financial and business risks of the Company must be compared
with those of the average company in the water group and adjusted, if
necessary, to reflect the unique relative financial (credit) and/or business risk of
the Company. Because investors require a higher return in exchange for
bearing higher risk, an upward adjustment to the common equity cost rate
derived from the market data of the water group companies which have a lower
degree of financial and business risk than the Company is necessary.

Do you agree with Mr. Parcell when he states on lines 5§ - 8 on page 14 of
his direct testimony that: “Without a comparison of the Company’s
capital structures with its affiliated companies, which are frequently inter-
twined for financing, it is not feasible to ;:onclude that AWC-NH's capital
structure has less equity, and thus more financial risk, than other water
utilities?”

No. The Company informs me that its long-term debt currently consists of three
issues, all of which are privately placed with external debt-holders. Therefore,
no ‘“inter-twining” exists. Moreover, as will be discussed relative to business

risk, it is not the source of funds which gives rise to the risk of an investment,
42
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but rather the use of the funds. Therefore, it is irrelevant whether the “inter-
twining” tacitly alleged by Mr. Parcell exists. Consequently, a comparison of the
Company’s financial risk, as measured by the level of debt in its capital
structure, with that of the water group is both feasible and necessary since it is
the group’s market data upon which Mr. Parcell relied in arriving at a
recommended range of common equity cost rate.
Is there a way to quantify a financial risk adjustment due to the Company’s
greater financial risk relative to the water group?
Yes. An in;iication of the magnitude of the necessary financial risk adjustment
is given by the Hamada equation®®, which un-levers and then re-levers betas
based upon changes in capital structure.

The Hamada equation un-levers the median beta of the water group of
0.65 with an average December 31, 2011 total equity ratio of 49.31% to 0.39
when applied to a 100% common equity ratio and then levers the beta to 0.75
using the Company’s total (including preferred stock) requested equity ratio of
41.27% at December 31, 2011. The re-levered beta, applied to a 8.61%
corrected market risk premium and a 4.18% corrected risk-free rate translates to
a 10.86%% common equity cost rate. The difference between the 10.64%
relevered beta common equity cost rate and the result of my application of the
traditional CAPM for the water group with a méﬁdian beta of 0.65, 9.78%7 is 86

basis points. Thus, a financial adjustment of 88 basis points reflects the greater

financial risk of the Company attributable to its lower requested total equity ratio

25

26

27

Brigham and Daves 533.
10.64% = (0.75 x 8.61%) + 4.18%.

9.78% = (0.65 x 8.61%) + 4.18%.
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of 41.27% at December 13, 2011 compared with the water group's average
total equity ratio of 49.31% at December 31, 2011. The Hamada Equation and
calculations are as follows:

b, =b,[1+(1-TXD/S)]
Where b, = Levered beta

b,= Un-levered beta

T =Tax Rate
(D! 8)= Debt to Common Equity Ratio

To un-lever the beta from a 49.03% average water group total equity ratio, the
following equation is used:

0.65 = p,[1 + (1 = 0.35) (50.69%/49.31%)]
When solved for 5,, b,= 0.39, indicating that the beta for the water group of

water group would be 0.39 if their average capital structure contained 100%

total equity.

To re-lever the beta relative to the Company’s 41.27% at December 31,
2011 ratemaking total equity ratio, the following equation is used:

b,=0.39 [1 + (1-0.35) (68.73%/41.27%)]
When solved for b;, 5, = 0.75, indicating that the beta for the water group would

be 0.75, if their average capital structure contained 41.27% total equity.

Business Risk Adjustment

Q.

Does your correction to Mr. Parcell’s common equity cost rate analysis
adequately reflect the risk Implications of the Company’s small size

relative to the water group?
No. Company size is a significant element of business risk for which investors

expect to be compensated through greater returns. Smaller companies are

44
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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY
DOCKET NO. W-02113A-13-0118

My direct testimony provides my estimate of the cost of capital for Chaparral City. My

cost of capital recommendation is as follows:

Percent Cost Return
Long-term Debt 17.68% 5.92% 1.05%
Short-term Debt 0.48% 0.72% 0.00%
Common Equity 81.83% 9.35% 7.65%
Total Capital 100.00% 8.70%

The primary difference between my 8.70 percent recommendation and the 10.21 percent
cost of capital request of Chaparral City is the cost of common equity — I propose a cost of equity
0f 9.25 percent and Chaparral City requests a cost of equity of 11.05 percent.

My 9.35 percent cost of common equity is derived from my application of three cost of
equity models:

Range Mid-Point
Discounted Flow 8.7% 8.70%
Capital Asset Pricing Model 7.2-7.3% 7.25%
Comparable Earnings 9.0-9.50% 9.25%

[ also demonstrate that the 11.05 percent cost of equity recommendation of Chaparral
City witness Ahern significantly over-states the Company’s actual cost of equity.
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INTRODUCTION
Please state your name, occupation and business address.

My name is David C. Parcell. I am President of Technical Associates, Inc. My business
address is 9030 Stony Point Parkway, Suite 580, Richmond, VA 23235.

Please summarize your education and work experience as it pertains to the
presentation of your testimony in this proceeding.

I earned B.A. (1969) and M.A. (1970) degrees in Economics from Virginia Polytechnic
Institute and State University (VA Tech). 1 also earned a Master of Business
Administration from Virginia Commonwealth University (1985). 1 have been a
consulting economist with Technical Associates since 1970. Over the past forty-plus
years, I have been primarily involved in the preparation and presentation of expert
testimony that focused on various financial issues associated with the regulation of public
utilities. In connection with this, I have filed testimony and/or testified in about 500
public utility proceedings regarding the cost of capital and related issues. These
testimonies  included electric  utilities, natural gas distribution utilities,
telephone/telecommunications companies, water and wastewater utilities, and natural gas
pipelines. I have also prepared cost of capital studies and/or testified in a significant
number of instances involving other types of regulated enterprises, such as insurance
companies, barges and consumer finance companies. Attachment 1 provides a more

complete description of my educational and professional qualifications.

Have you previously testified before the Arizona Corporation Commission?

Yes, I have. Since 1984, I have testified in approximately twenty-five proceedings before
this Commission, involving electric, natural gas, telephone and water utilities. These
testimonies have been presented on behalf of several parties, including the Commission’s
Utilities Division Staff, Residential Utility Consumer Office (“RUCO”), and other

intervener groups.
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Q. What is the purpose of your testimony in this proceeding?

A. Technical Associates has been retained by RUCO to address the cost of capital issues in
the current application of Chaparral City Water Company (“Chaparral City”). I have
performed independent analyses and am recommending a cost of common equity, capital

structure and total cost of capital for Chaparral City.

@

Have you prepared an exhibit in support of your testimony?
A. Yes, I have prepared one exhibit, identified as Schedule 1 through Schedule 10. This
exhibit was prepared either by me or under my direction. The information contained in

this exhibit is correct to the best of my knowledge and belief.

IL. RECOMMENDATIONS AND SUMMARY

Q. What are your recommendations in this proceeding?
A. My overall cost of capital recommendation for Chaparral City is shown on Schedule 1
and can be summarized as follows:
Percent Cost Return
Long-Term Debt 17.68% 5.92% 1.05%
Short-Term Debt 0.48% 0.72% 0.00%
Common Equity 81.83% 8.70-10.00% 7.12-8.18%
Total 100.00% 8.17-9.27%
Q. Please summarize your analyses and conclusions.
A. This proceeding is concerned with Chaparral City’s regulated water utility operations in

Arizona. My analyses are concerned with the Company’s total cost of capital. The first
step in performing these analyses is the development of the appropriate capital structure.
Chaparral City proposes use of its actual capital structure ratios as of “end of projected
year.” I, in turn, use the actual test year capital structure ratios. Even though this capital
structure differs significantly from that of most water utilities (including the group of
proxy water utilities used to estimate the cost of common equity) I have also used this

capital structure in my analyses.
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The second step in a cost of capital calculation is a determination of the embedded cost
rate of debt. I have used the test period cost rates for long-term debt of Chaparral City
(1.e., 5.92 percent) and short-term debt (i.e., 0.72 percent).

The third step in the cost of capital calculation is the estimation of the cost of common
equity (“COE”). I have employed three recognized methodologies to estimate the COE
for Chaparral City. Each of these methodologies is applied to a group of proxy water

utilities. These three methodologies and my findings are:

Methodology Ranges
Discounted Cash Flow (DCF) 8.7%
Capital Asset Pricing Model (CAPM) 7.2-7.3% (7.25% mid-point)
Comparable Earnings (CE) 9.0-10.0% (9.5% mid-point)

Based upon these findings, it is my conclusion that the COE for Chaparral City is within
a range of 8.70 percent to 10.00 percent (9.35 percent average), which is based upon the
values for the DCF and CE results. I recommend 9.35 percent as the COE for Chaparral
City. Combining these three steps into weighted cost of capital results in an overall rate
of return of 8.17 percent to 9.23 percent (8.70 percent average) which incorporates a

COE of 8.7 percent to 10.0 percent (9.35 percent average).

ECONOMIC/LEGAL PRINCIPLES AND METHODOLOGIES

What are the primary economic and legal principles that establish the standards for
determining a fair rate of return for a regulated utility?

Public utility rates are normally established in a manner designed to allow the recovery of
their costs, including capital costs. This is frequently referred to as “cost of service”
ratemaking. Rates for regulated public utilities traditionally have been primarily
established using the “rate base - rate of return” concept. Under this method, utilities are
allowed to recover a level of operating expenses, taxes, and depreciation deemed
reasonable for rate-setting purposes, and are granted an opportunity to earn a fair rate of

return on the assets utilized (i.e. rate base) in providing service to their customers.
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The rate base is derived from the asset side of the utility’s balance sheet as a dollar
amount and the rate of return is developed from the liabilities/owners’ equity side of the
balance sheet as a percentage. Thus, the revenue impact of the cost of capital is derived

by multiplying the rate base by the rate of return, including income taxes.

The rate of return is developed from the cost of capital, which is estimated by weighting
the capital structure components (i.e. debt, preferred stock, and common equity) by their
percentages in the capital structure and multiplying these values by their cost rates. This

is also known as the weighted cost of capital.

Technically, “fair rate of return” is a legal and accounting concept that refers to an ex
post (after the fact) earned return on an asset base, while the cost of capital is an
economic and financial concept which refers to an ex ante (before the fact) expected, or
required, return on a capital base. In regulatory proceedings, however, the two terms are

often used interchangeably, and I have equated the two concepts in my testimony.

From an economic standpoint, a fair rate of return is normally interpreted to mean that an
efficient and economically managed utility will be able to maintain its financial integrity,
attract capital, and establish comparable returns for similar risk investments. These
concepts are derived from economic and financial theory and are generally implemented

using financial models and economic concepts.

Although I am not a lawyer and I do not offer a legal opinion, my testimony is based on
my understanding that two United States Supreme Court decisions provide the

controlling standards for a fair rate of return. The first decision is Bluefield Water Works

and Improvement Co. v. Public Serv. Comm’n of West Virginia, 262 U.S. 679 (1923). In

this decision, the Court stated:

The annual rate that will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
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enlightened judgment, having regard to all relevant facts. A public utility
is entitled to such rates as will permit it to earn a return on the value of the
property which it employs for the convenience of the public equal to that
generally being made at the same time and in the same general part of the
country on investments in other business undertakings which are attended
by corresponding risks and uncertainties; but it has no constitutional right
to profits such as are realized or anticipated in highly profitable enterprises
or speculative ventures. The return should be reasonably sufficient to
assure confidence in the financial soundness of the utility, and should be
adequate, under efficient and economical management, to maintain and
support its credit and enable it to raise the money necessary for the proper
discharge of its public duties. A rate of return may be reasonable at one
time, and become too high or too low by changes affecting opportunities
for investment, the money market, and business conditions generally.

It is generally understood that the Bluefield decision established the following standards
for a fair rate of return: comparable eamnings, financial integrity, and capital attraction. It
also noted that required returns change over time, and there is an underlying assumption

that the utility be operated efficiently.

The second decision is Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591
(1942). In that decision, the Court stated:

The rate-making process under the [Natural Gas] Act, i.e., the fixing of
‘just and reasonable’ rates, involves a balancing of the investor and
consumer interests . . . . From the investor or company point of view it is
important that there be enough revenue not only for operating expenses
but also for the capital costs of the business. These include service on the
debt and dividends on the stock. By that standard the return to the equity
owner should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the enterprise,
S0 as to maintain its credit and to attract capital.

The three economic and financial parameters in the Bluefield and Hope decisions -
comparable earnings, financial integrity, and capital attraction - reflect the economic
criteria encompassed in the “opportunity cost” principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity
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(not a guarantee) to earn a return commensurate with returns they could expect to achieve
on investments